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Tax Problems of Small Business 
B Y J A C K M A C Y 
PRINCIPAL, CHICAGO O F F I C E 
Presented before the National Association of Cost 
Accountants, South Bend Chapter — December 1956 
In a sense, the basic tax problem of small business is no different 
from all business' problem which is that taxes take an awfully large 
share of income. But as compared with larger businesses, the small 
business has, I think, one great advantage and also one considerable 
handicap in tax matters. 
The handicap of the small business arises from the increasing 
complexity of tax problems. This complexity puts a heavy burden on 
the general management of an organization wherein each key man — or 
perhaps the key man--has to keep up not only with taxes but also with 
cost and financial accounting and even non-accounting matters such as 
production and sales. 
The advantage of small business is its comparative flexibility. 
Important as it is to report transactions that have occurred, properly 
making use of available elections and the like, the principal tax savings 
come to the businessman who considers tax consequences before he acts 
and arranges his affairs most favorably. The operating procedures of 
large business are often frozen into molds that can be altered only at 
great expense. The small business, on the other hand, can frequently 
adapt itself to avoid the penalties and to use the benefits inherent in the 
tax structure. 
My purpose wil l be to point up some places where management 
has a choice, and the choice made can have a major effect on the tax 
burden. 
FORM OF ORGANIZATION 
Normally the first such choice is the form of organization--
whether corporation, partnership, or proprietorship. It should be noted, 
too, that this is not necessarily a matter settled once for al l time. Pro-
fitable changes can sometimes be made, and the managers of a small 
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business should be continuously aware of the alternatives as circum-
stances change. 
Non-tax considerations such as limited liability, the practical dif-
ficulties in having a large number of partners, and the desirability of 
transferable shares, compel almost al l large business to adopt the cor-
porate form. Ordinarily these considerations are less vital to the small 
business. Such problems should, of course, be taken into account. How-
ever, this discussion will be limited to the tax aspects. 
Basically, the principal tax difference is that forming a corpora-
tion creates a separate and distinct taxpayer, whereas the partnership 
or proprietorship form does not. In other words, a proprietor merely 
adds his business income to any other income he has and pays tax at the 
appropriate personal rates. A partner does likewise with his propor-
tionate share of the partnership income. A corporation, on the other 
hand, pays a separate and distinct tax of 30% on the first $25,000 of in-
come subject to tax and 52% on any additional income. The stockholders 
pay no tax until the income is paid to them as dividends. At that time 
they pay another full tax at individual rates, less the 4% dividend credit 
allowed since 1954 to eliminate the double tax in some small part. 
From these fundamental rules, it is evident that the corporate 
form is not advantageous taxwise if the business owners desire to use 
al l income for personal purposes. In this case the corporation merely 
creates an extra tax. However, we should note that the disadvantage of 
the corporate form can be minimized in small businesses where the 
owners' salaries, if reasonable, may substantially exhaust earnings. 
The corporate form is also generally disadvantageous if the own-
ers' tax brackets are not higher than corporate rates. (A married in-
dividual pays tax at rates in excess of 30 percent on taxable income over 
$16,000, but his rates exceed 52 percent on taxable income over $36,000). 
However, as an individual's tax rate rises sharply to a high of 
91%, it is impossible to retain any very substantial proportion of income 
for expansion. Here the corporate form may prove helpful which per-
mits retention of earnings taxable to a maximum of 52 percent. In this 
way, growth is possible. Although it may not seem too beneficial to have 
only 48 percent of earnings available for expansion, this is obviously a 
lot more than the 9 percent available after applying the maximum indi-
vidual rate. 
There are some traps to avoid in retaining earnings. Generally, 
if a corporation is both closely held and receives much of its income 
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from investments as distinguished from operations, it wil l be a personal 
holding company, subject to a prohibitive tax on retained earnings. The 
tests for a personal holding company are specific so that with due care 
such classification can usually be avoided. 
There is another tax on retained earnings designed to prevent 
avoidance of tax by shareholders. Here the tests are less specific. Gen-
erally, the tax is not imposed if earnings are retained to expand an op-
erating business. It is likely to be imposed if the corporation is used 
as an incorporated pocketbook for stockholders in making loans to them 
and by making unrelated permanent investments. 
Assuming that corporate earnings are retained for legitimate ex-
pansion and are not subject to the special taxes discussed, it will sti l l 
be true that they are not directly available for use by the owners of the 
business. But the owners can realize them indirectly at capital gains 
rates by selling the stock, assuming the retained earnings are reflected 
in the price of the stock. Or, the corporation can be liquidated with only 
a capital gains tax to the owners. 
Again, there is a trap in the collapsible corporation provisions. 
These are designed to prevent formation and liquidation of a corpora-
tion within a fairly short period of time before potential earnings have 
been realized. The classic example is the corporation set up to pro-
duce a motion picture and then liquidated before the picture is sold. The 
provisions should not prevent obtaining the benefit of earnings on which 
corporate tax has been paid. 
ACCOUNTING METHOD 
After adopting the best form of organization, one of the next 
choices is that of accounting method. The basic methods are the cash 
and accrual methods. 
Under the accrual method, income and expense must generally be 
reported when accrued according to familiar accounting concepts. How-
ever, income received under a claim of right — that is , without any ac-
knowledged obligation to repay — may be taxed even though not yet 
earned. Expenses may not ordinarily be deducted until all factors fixing 
their amount have occurred. The accrual method is obligatory where 
inventories are important as is the case in most manufacturing and 
merchandising businesses. 
The cash basis is the one usually used by individuals. Income is 
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normally reported when received and expenses when paid. This method 
can be used for personal accounts even though the individual has a busi-
ness or is a member of a partnership on the accrual basis. If an indivi-
dual has more than one separate business, each can use a different me-
thod of accounting. 
The cash basis, where permissible, has some advantages in that 
receipt of income is deferred until receivables are collected and there 
is more control over the timing of deductions. If the cash basis is to be 
used for tax purposes, it must be adopted for general accounting pur-
poses as well. 
There are certain other specialized accounting methods that may 
be helpful in suitable cases. The installment method, where applicable, 
permits deferment of that portion of the profit which is applicable to the 
uncollected balance. 
Taxpayers with long-term contracts may use either the percentage 
of completion or the completed contract method. Under the completed 
contract method, the entire profit is deferred until completion. The dis-
advantage, particularly to individual taxpayers, is that income of the 
year of completion may be forced into an abnormally high bracket. 
ACCOUNTING PERIOD 
Another early choice is that of the accounting period. Since en-
actment of the 1954 Code it has become difficult for a partnership to 
adopt a year other than that of the principal partners. The reason is 
that partnership income is not includible in the partners' income until 
the end of the partnership year. If, for example, the partners were us-
ing the calendar year and a new partnership was using a fiscal year, the 
first one of which ended January 31, 1957, the partners would report no 
income in 1956 even though the partnership operated eleven months in 
that year. This deferment of tax was apparently regarded as undesirable 
and the Commissioner's permission is now required to adopt a partner-
ship year different from that of the partners with 5% or greater in-
terests. 
A corporation may adopt any fiscal year provided: (a) that it does 
so within twelve months preceding the beginning of the fiscal year adop-
ted, and (b) that it files a return for its first fiscal period of twelve or 
fewer months. 
Generally, income can be most accurately and easily determined, 
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for al l purposes including tax, at the end of the so-called natural busi-
ness year. That year ends at the time when inventories are low and can 
be most easily counted; and when receivables are also low and can be 
most accurately valued. 
ACCOUNTING FOR OPERATIONS 
It is only natural that the differences between taxable income and 
income as determined under normal accounting methods should receive 
a great deal of attention. These differences should not be allowed to ob-
scure the fact that percentagewise the variations are ordinarily minor. 
When book income has been correctly determined the greater part of the 
job of determining taxable income has been done. 
With this in mind, let us look at some of the major accounts that 
would be common to most small businesses and attempt to point up some 
of the tax problems and, perhaps, tax opportunities. 
ACCOUNTS RECEIVABLE 
Among these accounts on the asset side will be accounts receiv-
able. Such accounts present chiefly a valuation problem. 
Trade and quantity discounts should ordinarily be deducted from 
accounts receivable and sales before arriving at income. Cash dis-
counts, on the other hand, are deductible only when taken by the cus-
tomer. 
There are two methods for deducting bad debts with which I am 
sure you are al l familiar. Under the charge-off method, deductions are 
taken as specific accounts go bad. Under the reserve method, provision 
is made for doubtful accounts in general and specific bad debts are 
charged to the reserve. 
A number of years ago there was a serious problem connected with 
the charge-off method because of the rule that the deduction must be 
claimed in the actual year the debt becomes worthless. Determination 
of the correct year was often a matter of controversy between the tax-
payer and the Treasury. By the time the matter was settled, it was often 
the case that the correct year was no longer open under the statute of 
limitations. 
This situation was largely alleviated by extension of the statute 
to seven years in the case of bad debts. By a more recent provision, if 
the right year was open at the time a deduction was claimed in the 
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wrong year, the deduction wil l be allowed for the right year in spite of 
the statute. 
However, this whole question can be avoided by use of the reserve 
method. It should also be noted that the reserve method permits, in 
effect, anticipation of bad debts and thus allows a greater total deduc-
tion to any given time. 
Generally speaking, once an accounting method has been adopted, 
it can be changed only with the permission of the Commissioner. A 
change from the charge-off to the reserve method or vice versa re-
quires this permission. Normally, permission is readily granted for 
this particular change. 
INVENTORY 
The next major account in most balance sheets is inventory. In-
ventories are usually valued at cost, cost or market which ever is 
lower, or last-in first-out cost. 
Unfortunately, it is a lot easier to say cost than it is to define it 
in the case of manufactured items. Traditionally, cost from an account-
ing standpoint has included material cost, direct labor, and all other 
manufacturing cost allocated to the product as overhead. The Treasury 
has taken the position that cost is to be determined in accordance with 
good accounting principles, apparently meaning the rather all-inclusive 
concept. A Tax Court case of comparatively recent vintage supports 
this view. 
There are two other sides to this question. One results from a 
rather technical but nevertheless persuasive interpretation of the code. 
The structure of the code is that taxable income is gross income less 
the deductions specifically allowed. It is well-established that inventory 
is an element to be considered in arriving at gross income. It is equally 
well-established that items such as depreciation, depletion, and taxes 
do not have to be considered in arriving at gross income. One Tax 
Court case holds that even direct labor is not an element of gross in-
come. It would seem then that items not entering into the computation 
of gross income should not have to be inventoried since inventory is a 
gross income element. This view is supported by the language of the 
various deduction sections which specifically allow deduction of de-
preciation, taxes, pension costs, and other items within limits that have 
no relation to inventory. 
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The third side results from the trend among certain accountants 
to direct costing. Without presuming to weigh the merits or demerits 
of this type of costing before a group of cost experts, I think it evident 
that applying the method to inventories can produce results substanti-
ally at variance with the traditional ones. The method was approved in 
a recent Tax Court decision not on the ground that it was necessarily 
correct, but because it has been consistently applied for several years. 
Consistency in inventory pricing is more important than theoretical 
accuracy. 
As you will agree, the picture on cost determination is somewhat 
confused. As a practical matter, any reasonable pricing method con-
sistently applied wil l probably be approved. Omission of depreciation, 
taxes, pension costs, and other specific deductions can be strongly de-
fended. The tax status of full direct costing is uncertain, with the pre-
sent weight of authority adverse if a controversy arises at the time the 
method is adopted. 
Having settled on a method for determining cost, the next possi-
bility for reduction is use of the lower of cost or market. If this me-
thod is to be used, it wil l ordinarily be necessary to know actual quan-
tities at year-end in order to have a base against which to apply the 
market reductions. 
One more major choice in the inventory area is the possibility of 
using last-in first-out cost. In theory, this method assumes that the 
inventory is composed of the earliest purchases rather than the most 
recent ones. In a period of rising prices this assumption tends to keep 
the inflationary element out of profit, thus reducing taxes. 
However, if prices decline, inventories wi l l sti l l be valued at the 
old higher prices and taxable income will not receive the benefit of 
losses. Under present rules, a LIFO inventory cannot be written down 
to market 
Ordinarily the decision whether to adopt LIFO turns in large 
measure upon a long-range price forecast which the businessman may 
or may not be able to make. There are some situations where the ad-
vantage of LIFO is more clear. These situations occur where a bar-
gain purchase of inventory has been made. Under first-in first-out ac-
counting the saving wil l quickly find its way into taxable income. If 
LIFO is adopted at the right time, it may be possible to freeze the pur-
chase into the base with a considerable tax saving. 
153 
PROPERTY 
When we turn to the major asset category of plant property the 
time is opportune for remembering that there are three unfortunate 
things that can happen to an accounting expenditure before it becomes 
a tax deduction. The first pitfall that our would-be deduction must skirt 
might be called "deduction lost." The second might be labeled "benefit 
partially lost." An example would be an expense that had to be offset 
against capital gain instead of ordinary income. The third pitfall might 
be called "deduction deferred." 
We al l recognize the disadvantages of losing deductions in full or 
losing part of the tax benefit. Sometimes we can overlook the disad-
vantage of deferring a deduction. It is true that a deduction deferred 
merely from one year to the next wil l not lose a great deal in value 
barring a material change in tax rates. However, in the property ac-
counting field, deductions for repairs that are capitalized, for example, 
may be deferred over several years. The exact cost would depend upon 
the rate of profit in the particular business and the number of years 
involved. It should be evident, none-the-less, that the magic of com-
pound interest is such that a tax dollar saved today is worth a good deal 
more than one potentially saved twenty years from now. 
Perhaps the major choice in the property accounting field is 
among the depreciation methods made available by the 1954 Code. That 
Code introduced certain provisions for accelerated depreciation which 
may for convenience be called new methods although the concepts are 
not entirely new. 
There has been a good deal of discussion as to whether tax re-
ductions now available from use of the new methods represent tax sav-
ings or merely tax deferments. Obviously if a taxpayer takes increased 
depreciation on a particular asset for a number of years, its tax basis 
wil l be reduced to the point where the depreciation available is less 
that it would otherwise have been for later years. Of course, over the 
full useful life of the asset, there is only so much depreciation avail-
able under any method. From this standpoint, the tax is merely defer-
red, and this may be the correct analysis where, for example, the tax-
payer is currently engaged in a major expansion program that will 
never be repeated. 
As previously stated, tax deferment of a substantial amount over 
a considerable number of years can be, in itself, a very valuable thing. 
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But there is another important element to be considered in the case of 
the great number of taxpayers who add to and replace equipment at a 
fairly constant rate. Here, the added depreciation available under the 
new methods wil l decline after a certain number of years for additions 
made today; but this reduction wil l be offset by the accelerated depreci-
ation on additions in the future. Ultimately, depreciation wil l stabilize 
at approximately the same level as though the straight-line method had 
been used throughout. Under these circumstances, the tax benefits of 
the first few years wil l never be lost and wil l result, in effect, in per-
manent tax savings. 
Another aspect of taking rapid depreciation is the possibility that 
ordinary deductions can be taken and then offset by capital gains at fa-
vorable tax rates. There have been some suggestions that taxpayers 
could almost make a regular business of this. The Treasury obviously 
thinks otherwise. Technically, their position appears to rest primarily 
on two concepts: One, that depreciation cannot be taken below salvage 
value; and secondly, that useful life must be measured in terms of a 
taxpayer's practice. Thus, if a taxpayer makes a practice of trading 
salesmen's cars at the end of one year, it may be that useful life as to 
that taxpayer is only one year and the cars are not even eligible for ac-
celerated depreciation, which applies only to property having a useful 
life of at least three years. These positions are controversial and wil l 
probably result in litigation. In the case of the declining-balance me-
thod, the Senate Finance Committee stated, "The salvage value is not 
deducted from the basis prior to applying the rate, since under this me-
thod at the expiration of the useful life there remains an undepreciated 
balance which represents salvage value." The statement and examples 
given would appear to provide the taxpayer a strong basis for ignoring 
salvage value in the declining-balance method. However, there would 
seem to be a distortion of the intent of accelerated depreciation in mak-
ing a practice of creating capital gains, and it may well be that a tax-
payer who attempts this wil l not succeed. On the other hand, inciden-
tal sales of equipment or other business property would appear within 
the intent of the provisions allowing capital-gains treatment in certain 
cases. This factor should not be overlooked in adopting a depreciation 
method. 
By this time, all except newly created organizations have not only 
adopted depreciation methods under the 1939 Code but have also filed 
returns where there was an opportunity to use one of the new methods. 
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Remembering that a depreciation method can be changed only with the 
Commissioner's permission, we may raise the question whether any 
choice of method sti l l remains. 
Generally, the methods previously adopted, with respect both to 
property acquired before January 1, 1954 and to property acquired in 
any later year for which a return has been filed, must be continued. 
However, the acquisitions of each year stand by themselves and each 
piece of property acquired during the year stands by itself unless the 
taxpayer uses a composite method. On a composite method, including 
group or classified accounts, the composite accounts may also be clas-
sified by year of addition. Each such account for each such year of ad-
dition then stands by itself. 
The effect of this rule is that regardless of what was done for 
1953 and prior years and regardless of what was done for 1954 and 
1955, a calendar-year taxpayer using the item basis, for example, could 
use the declining-balance method for any one or more items acquired 
new in 1956, the sum of the years-digits method for other 1956 acquisi-
tions, and any other acceptable method for each other 1956 acquisition. 
Once a method is adopted for an item, however, such method must gen-
erally be continued as to that item unless permission to change is ob-
tained. 
As between the digits method and the declining-balance method, 
the latter tends to give slightly more depreciation in the first year or 
two. However, the digits method soon catches up. The declining-bal-
ance method also leaves a certain unrecovered basis at any given time. 
For example, at the end of the tenth year of an asset whose life is ten 
years, there wil l be an unrecovered amount equal to about 11% of origi-
nal cost. This amount wil l usually be higher than the normally negli-
gible salvage value. This disadvantage can be partially compensated 
for by a switch from the declining-balance to the straight-line method 
after several years, a procedure specifically permitted by the Code 
and, therefore, not requiring the permission that normally must ac-
company a change of method. 
The declining-balance method does have some distinct advantages. 
One of these is that computations may be easier to make. Another is 
that the declining-balance method adapts itself more readily to compos-
ite accounting. And the fact that the declining-balance method contem-
plates that the rate wil l be applied to the total account without reduction 
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for salvage may be an important advantage where capital gains are 
more than occasional. 
Another major area of deductions with which property accounting 
is concerned is the matter of repairs versus capital expenditures. 
One of the first things a revenue agent examining a manufacturing 
business seems to look for is items charged to repairs which should 
have been capitalized. I feel sure that any experienced agent would tell 
us that there is no great problem in getting taxpayers to write off items 
that should properly be charged to the repair account. The problem is 
to handle repair and maintenance procedure in such a way that the de-
ductions claimed wil l be sustained upon examination. A deduction 
claimed and disallowed not only does not represent a tax saving; it also 
represents an interest expense. It is , however, true that there is prob-
ably as much room for legitimate difference of opinion in the matter of 
what constitutes a repair as there is in any imaginable tax question. 
Under these circumstances it is likely that some compromise and ad-
justment wil l occur from time to time. 
In theory, a repair is an expenditure which merely maintains 
property in efficient condition. It does not add to the life or value of 
property. On the other hand, a capital expenditure prolongs useful life, 
increases value, or adapts property to different use. 
Although the theoretical distinctions are reasonably clear, in 
practice they are very difficult. Probably the greatest uncertainty 
arises when a unit which is part of a larger unit is replaced or exten-
sively rehabilitated. For example, I am sure that no one would ques-
tion the deductibility of a new hub cap for an automobile. If one new cap 
is deductible, then why not al l four? And if that is deductible, how about 
new wheels, tires, and perhaps a new engine? It is apparent that a line 
must be drawn somewhere but there is no clear-cut place for it. 
The courts have been equally unable to draw a clear line, but the 
principle that seems to be followed and which has been expressed on 
occasion is that they tend to disallow a repair which involves replace-
ment of a major unit. Thus a whole new roof, new wall, or new floor 
will ordinarily be capitalized whereas fairly extensive work on an ex-isting unit may well be deducted in a proper case. These distinctions 
should be considered in connection with contemplated rehabilitation 
work of an extensive nature. 
A similar problem may arise if work that is of a repair nature 
is combined with a capital improvement program. It may be difficult 
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to segregate the repair element and the whole program may easily be 
held to be of a capital nature. If the various elements were undertaken 
separately, it is quite possible that a substantial repair deduction would 
be salvaged. 
ACCRUED EXPENSE 
Turning to problems related to liabilities, we note a trap to which 
small business is sometimes vulnerable. It affects a business which is 
conducted by a corporation more than 50 percent of the stock of which 
is owned directly or indirectly by one individual. If the corporation 
owes him money for expenses such as salary or for interest, the cor-
poration's deduction may be lost unless the debt is paid or is includible 
in his income within 2-1/2 months after the close of the corporation's 
taxable year. 
It should be noted that a deduction lost in this way by an accrual 
basis corporation is lost forever. It cannot be taken in the year of ac-
crual because of the prohibition just described. It cannot be taken in 
any other year because it did not accrue in any other year. 
Where funds are not available to pay the principal stockholder, 
the problem can be solved by issuing notes within the 2-1/2 month 
period. Assuming the notes are worth face value, they are includible 
in the stockholder's income for the year of receipt, and permit the cor-
poration to take its deduction in the year of accrual. 
CORPORATE FINANCING 
Where the business is to be conducted in corporate form, the 
question arises as to the method of financing — whether by stock or 
debt obligations or both. 
In the case of stock, dividends paid are taxable to the stockholder 
but are not deductible by the corporation. Under special circumstances 
stock can be redeemed on a capital-gains basis, but ordinarily if stock 
is redeemed more or less in proportion to total ownership, the redemp-
tion will be treated as equivalent to a dividend. 
In the case of loans, interest is deductible by the corporation. 
The principal can be repaid without tax. 
These rules suggest that the owners of a business should give 
consideration to advancing some of the original funds needed to operate 
in the form of loans. 
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Unfortunately some businessmen have overdone the matter of 
loans and have created corporations with nominal stock investment and 
huge debt structures. In such cases of "thin incorporation" the courts 
will find that the debt is such as no arms-length creditor would create 
and that it is really a form of equity investment put at the risk of the 
business. In view of this rule such top-heavy financial structures 
should be avoided. There have been some recent cases that particularly 
emphasize the need of caution. Nevertheless, a reasonable amount of 
debt in the original financing gives definite advantages in later trans-
actions. 
ESTATE PLANNING 
The problems of small business cannot be considered entirely 
separate from the problems of the small businessman in the area known 
as estate planning. 
The term "small business" is a relative one, and many times the 
owners of a closely held corporation that is small beside some of the 
giants are very substantial men. In any case, estate planning is not 
something only for the wealthy. Any man who has or hopes to have 
property or to provide for his family is concerned. 
The estate tax may apply to estates over $60,000. This seems 
like a considerable amount, but a man's estate may include his home, 
his insurance at death value, and his personal effects as well as any 
money and other property he may have. Under these circumstances, 
even a very small business can bring his estate over the exemption so 
that he has an estate tax as well as an estate problem. 
The problems in this general area which affect the small busi-
nessman most acutely are these: How to obtain money for the estate 
tax without wrecking the business; how to establish a management that 
can carry on the business profitably after he is gone; and the related 
problem of how to delegate management functions during his life so that 
the business will prosper even if his health or desires should limit the 
amount of time he can give to it. 
Before any intelligent planning can be done as to how to raise es-
tate tax money, there must be some estimate of how much the tax will 
be. And right here is where the small businessman confronts his first 
problem. If an estate holds shares of several major, listed companies, 
there is ordinarily no particular valuation problem. The executor 
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merely turns to the stock quotations for the proper days, does some 
simple averaging, and multiplies by the number of shares. 
When an estate includes stock of a smaller, closely-held company 
there is no such easy solution. The problem may be even more difficult 
if the business is a proprietorship or partnership. 
Theoretically, the value of the business is the price that would be 
agreed upon between a willing buyer and a willing seller. In arriving 
at this price, every relevant factor should be taken into account. 
Usually, the starting point in making an actual valuation is book 
value. This value is compared with earnings for several years. If 
earnings are high in relation to book value, there may be some goodwill 
over and above the values reflected on the books. If earnings are com-
paratively low, some discount from book value would be indicated. 
A l l this may appear superficially simple, but no consideration 
has yet been given to the various other factors such as the possibility 
that present market values are out of line with book figures, or the 
possibility that recent earnings may have been abnormal for any rea-
son. And, of course, rates must be found at which normal earnings and 
excess earnings, if any, should be capitalized. 
A proper approach to many of these matters best involves an in-
timate knowledge of the business, its history, its prospects, and the 
competitive and other conditions with which it is faced. The man who 
should know most about these things is the founder. If he will make a 
record from time to time of the pertinent factors, not only wil l it be 
helpful to him in planning, but it may well be helpful to his estate by 
leading the way to a proper eventual valuation. 
When an estimated value has been arrived at, it is possible to 
compute the approximate estate tax, and consider ways and means of 
financing it. Where there is more than one principal, sometimes the 
necessary money can be obtained through an agreement whereby the 
survivor purchases the other's interest at a fixed price. If entered into 
in good faith, such an agreement wil l set the value for estate tax pur-
poses. Another possibility is creating a market, possibly by listing or 
a public offering, if a fair-sized corporation is involved. 
Usually, however, the necessary funds wil l have to come either 
directly out of the business or from the businessman's other property. 
This necessity wil l require in turn accumulation of liquid assets in-
cluding, in some cases, insurance. 
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One other alternative, providing liquid resources by sale or ex-
change of part of the small business, will be discussed in connection 
with the last topic: Establishing continuity of management. 
There are, of course, any number of cases where a prosperous 
business becomes a poor business or even a failure after the death or 
retirement of a founder. Sometimes this result may be inevitable. Too 
often it represents a failure to plan for the contingency. 
While there are exceptions to every rule, it is usually the case 
that smaller businesses enlist the interest of their managers through 
having managers with equities in the enterprise. 
If it is decided to establish a strong second level of management 
with equity incentives, there are several approaches, depending upon 
the circumstances. If the management assistant is a son or other nat-
ural beneficiary of the businessman, it may be appropriate to give him 
an interest. This gift will often result in a major estate tax saving as 
well as an income tax saving to the family as a whole where the re-
cipient is in lower tax brackets. 
Sometimes the situation is complicated because in addition to the 
son who, let us say, is to succeed to the management, there are others 
to provide for. Such persons, as a wife or other sons or daughters, may 
have no aptitude for the business or desire to enter it. In this type of 
situation it is often appropriate to create an extra class of stock, such 
as nonvoting common or preferred. Control can then be passed to the 
one who is to take over management while the others sti l l have adequate 
financial interests. 
In the case of managers who are not members of the family, the 
creation of various classes of stock can also be helpful. This is par-
ticularly true if the qualified individuals are not in a position to make a 
very large investment. By creating, for example, a large preferred 
issue, the value of the common can be reduced to the point where a re l -
atively small investment can have a substantial interest in future 
growth. 
One final possibility is merger of the business with a larger one 
the shares of which are marketable. The marketability feature makes 
the businessman's estate more liquid. But at the same time, this step 
generally means losing control of the business that has been the source 
of the businessman's funds, and the amount received may not be ade-
quate compensation. 
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CONCLUSION 
In this discussion, we have touched upon some of the areas where 
small business has special tax problems and also some tax opportun-
ities. These areas include organization, day-to-day operation, and also 
personal tax planning. Naturally, the planning for any particular situ-
ation has to be tailored to its special requirements. Any business, 
large or small, that fails to do proper tax planning is laboring under 
a severe handicap and probably forfeiting some very important savings. 
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